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Q. What is the purpose of this testimony?

Q. Did you file direct testimony in this Docket?

U-96-89

filing. I will address OCl's proposed UNE loops rates and issues related

A. Yes. I submitted prefiled direct testimony dated August 29,2003.

A. To address issues raised by 00 witnesses in their August 29, 2003
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to the maintenance, eommon and general support, cost of capital and

wholesale diseount percentage. I will address potions of the testimony

of the following GCI witnesses: Dr. Mercer, Messer's. Brand and

Menko, Dr. Cabe and Ms. Murray.

What was your overall impression orGel's proposals?

I was surprised at how low GCl's loop rate proposals were, and I was

amazed that the cost of capital proposed by Ms. Murray was 200 basis

points (2 full percentage points) below ACS' actual cost of debt, which

is unreasonable. I also was disappointed that Dr. Cabe claims that his

proposed wholesale discount of 33% is eompliant with the U.S. Sih

Circuit Court of Appeals ruling. It is not. GCI used hundreds of pages of

testimony to justify these proposals and thc inputs and methodologies

that support them. However, as I diseussed in my direet testimony, one

way to evaluate all of this is to look at the end result. lfthe end result is

unreasonable then it follows that the inputs and methodologies lire

unreasonable. Loop cost proposals of $4.S4 and $7.0S and a post Slh-

Circuit wholesale discount of 33% are unr<lasonablc. Gel's proposals

are clear indicators that they are not interested in the adoption of UNE
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rates that will approach the true forward-looking cost of providing these

elements in Anehomge.

Q. Both parties claim tbat their proposals are consistent with FCC

rules and/or intent. How can you explain the differences?

A. It is analogous to the situation where two men think they are Napoleon -

one of them must be wrong. Generally in interconnection cases, the

differences in proposals are the result of differing interpretations of the

FCC's rules. Fortunately. recent events have given us considerable

insight into the actual meaning of these rules. The FCC recently released

its Triennial Review Order which provides some guidanee. I On
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September 15, 2003 the Commission released a Notice of Proposed

Rulcmaking (NPRM) designed to claritY its TELRIC rules.1 On August

29'h the FCC released its order in CC Dockets 00-2 J8 and 00-251, which

"resolves disputes regarding the rates Verizon-Virginia, Inc. may charge

AT&T Communications of Virginia. Inc. and MCI Worldeom, Inc. for

, R"view of the Section 251 Unbundling Obligarions of Incumbellt Local Erchange Carriers, Report
and Order and Otder on Remand and Further Notice of Proposed Rulcmakinll, CC Docket Nt). 01 ·338.
FCC 03-36, (Released August 21, 2003l (Triennial Review Order).

, Re,'i~", of the Commi.,.,ion·s Rules Regarding the Pril'ing of Unbundled Network E/emelll< and the
Resale of Service by Incllmbenl Local E.<elllmge Carriers, Notice of Proposed Ruiemaking, WC
Docket No. 03·173. FCC 03-224, (Released September 15, 2003) (NPRM).
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• access to unbundled network elements, interconnection and rcsale.,,3 In

2:3 '1/1 the Malter of the Petilion of WoridCom. J1Ic. (AT&T Communicatiolls <if Virginia) Pursaam 10

24 S¢Clion 25J(el(51 of the Communic<lti<ms ACI for Pr,,~mption of Ihe Virginia StQl~ Corpara/ion
Commissioll Regarding Jll/erconneclion Dispules with Veri:on Virginia inc.. and j;Jr E.tpedjt~d

25 Arbi/r{uion. CC Docket No. 00-218 (CC Docket No. 00-251). DA 03-2738, (Released August 29.
2003) IVerizon-Yirginia Orden. At paragmph 4 in Ihis order the Commission Slales 'wc apply Ihc

26 Commission's pricing rules to choose the best cost models prescnted to us and select Ihe appropriate
algorithms, network design assumptions and inpuls for use in the models."
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Review Order, and the NPRM.

FCC-G

$7.08$4.84

ACS7.2-G

$25.88

ACS 7,2
With Omd Adj.

ACS 7.2

$23.86UNE Loop Rate

most complete roadmap available for the application of the FCC's rules.

interconnection, UNEs and resale prices. This order provides us with the

this order, the FCC itself applied its rules to the development of

Q. Please describe tbe UNE loop rate proposals made by GCI and ACS.

Below I will compare the ACS and GCI proposals and contrast them to

the FCC's actions in the Verizon-Virginia matter, in the Triennial

GCl's liNE toop Rllte Proposal is Unreasonable

Table I

A. Table I below shows the rate proposals made by the two parties.
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-1 Mr. Wilks describes running the FCC model platfom! used 10 derwe the current loop rate of $14.92
25 with the ACS inputs and estimated loop cOst at $25.45. This <ompar<s to th~ ACS 7.2 result using the

same inputs of $23.86.
26

; Mer".r dire"t t~stimony 31 page 5.
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As is described in the direct testimony of Bill Wilks, the differences are

not due to the selection of the model platform (ACS7.2 or the modified

FCC-8M) but to the inputs.4 Nonetheless, GCT's version of the 7.2

model yields a result that is significantly below their FCC-SM model

result. As is described in the testimony of ACS' engineering witnesses,

this is the result of GCI witness Fasset's erroneous changes to the 7.2

network design. The pricing issues before the RCA is this proceeding

effectively boil down to the selection of the inputs used in the model. I

would therefore recommend that the Commission expend the majority of

its time evaluating the cost input proposals.

Please describe GCI's UNE loop cost proposals.

According to Dr. Mercer's testimony, Gel estimated UNE loop costs

using two model platforms, one based on the ACS 7.2 model adjusted by

GCT, and the other based on the FCC's Synthesis Model (FCC-SM).5

The estimated loop cost based 011 the adjusted ACS 7.2 model was

$4.84. The estimate based on the adjusted FCC-SM model was $7.08.
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achieve a financial windfall?

$14.92 to lease lINEs when then could build them for less than half the

If the forward-looking cost to provision loops Inl}

motivation. [s GC[ trying to ~stimate the forward-looking cost of

loops in Anchorage is substantially greater than $4.84 or $7.08.

Anchorage is $4.84 or $7.08 as GCl claims, why have they been paying

provisioning loops in Anchorage, or trying to manipulate the process 10

are unreasonably low.

each loop they transfer for UNEs to their own facilities. Consider that

have added as much as $10.08 ($14.92 -$4.84) to their bottom line for

Gel certainly had the critical mass necessary to make it advantageous

base of 45,000. plus the lines they actually serve via their own facilities,

GCl had over 45.000 UNE loops by January of 2002. Given a customer

cost? By building their own facilities for $4.84 per loop GCl would

for them to build. Since January of 2002 Gel has been billcd for over

826.000 individual UNE loop charges. At a savings of $10.08 per loop,

A. There are several reasons why the forward·looking cost of provisioning

Q. Please explain why the GClloop tost proposals of$4.84 and $7.08

2

3

4

5

6

7

7.
8

9

10

11

12

\3

14

15

16

17

18

19

,0

21

Z2

Z3

24

25

26

•

•



•
• •

3

GCI could have added over $8 million to its bottom line - if the true cost

of provisioning loops in Anchorage is $4.84.

2) GCI likely will claim if they did not build out a
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copperlfiber network because it is deploying cable telephony. GCI's

own cost estimates show this is not the case, however, if the true cost of

provisioning loops in Anchomge is $4.84 (or $7.08). As discussed in my

direct testimony, GCI says it will cost $750 per home for just the

electronics necessary to provision cablc telephony. Using GCI's own

assumptions regarding lines per home and a conservative aggregate

annual charge factor of 30% would yield a cost for electronics alone of

$14.42. Some cost also must be assigned to the cable from Gel's switch

to the customer premise. Assuming GCI is a rationale economic actor,

why would it provision a technology that costs in excess of $14.42 per

loop ifit only costs $4.84 to provision fiber/copper loops?

3) GCl's own currcnt experience in the Dallas and Aurora

subdivisions shows that their cost of building loop plant is similar to that

predicted by ACS. As discussed more completely in the opposition

testimony of Bill Wilks, GCl's cost to provision loops in Anchorage is

slightly higher than the $25.88 rate proposed by ACS, using the same

type of construction used in the ACS network.

Prefiled Opposition Testimony of David C. Blessing
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Q.

A.

that the appropriate forward-looking loop cost for Verizon-Virginia to be

$14.43. This was forthe largest LEC in the country with over 60 million

access lines and all the economies of scope, scale and buying power

associated with that size. To suggest that ACS, a much smaller

company, should have a UN E loop rate lower than $14.43, instead ofone

substantially highcr, makes no sensc.

5) GC!'s proposed loop cost estimates of $4.84 and $7.08 are

33% and 50% of the $14.92 rate Gel proposed in the interim phase of

this very proceeding. It is hard to accept that the dramatic change in

Gel's position is the result of an objective effort to estimate forward-

looking loop costs in Anchorage.

Gel's Cost Inputs are Unreasonable

Please describe how diffcrences in the model inpu,s inlpllct the

resulting IOIlP ellS' estimnte.

TELRIC models basically operate in a two-stage process. They estimate

forward-looking network investment and then estimate forward-looking

expenses from that estimated investment. The models rely on two types

PrelIled Opposition Testimony of David Co Blessing
On Behalfof AC'S Of Anchorage, Inc. ···li-96-89
Page 8



•
• •

•

•

3

4

5

7

8

10

11

12

13

14

is

1~

17

18

19

21

22

23

24

25

26

of inputs. There are material cost inputs for items such as cable, DLCs

and installation, and these are expense inputs that determine the amount

of depreciation, tax, return. maintenance expense, eonunon support

expense and general support expense that are included in the cost

estimate. In the models proposed by Gel, these inputs take the form of

factors or ratios that are applied directly to the estimated forward-

looking investment. Differences in the selection of the material cost

inputs will impact the estimated forward-looking investment and the

estimated loop cost through the application of the factors. For example,

if the expense inputs result in a maintenance factor of 10% and this

factor is applied to a forward-looking investment of $100, the forward-

looking maintenance expense will be equal to $10 ($100 X )0%).

However. if the material cost inputs selected result in investment of $75,

using the same expense inputs will lead to a lower estimate of forward-

looking maintenance expense ($75 X 10% '" $7.50). Thus, the estimated

loop cost is a function of forward-looking in,'estment (estimated from

the material cost inputs) and the cost factors (estimated from the expense

inputs).

Premed Opposition Testimony of David C Blessmg
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Proposed Loop Cost
Estimated lov. Per Loop
Aggregate £Xp Factor

Q. Please describe Gel's proposed cost inputs.

A. The estimated investment and aggregate eost factor implicit in the UNE

loop proposals of the parties are summarized in Table 2 below.

Table 2: Forward~Looking Investment and Aggregate Cost Factor
7.2-G FCC-G ACS 7.2
$4,84 $7.08 $25.886

$552 $385 $918
15% 15% 31%

The GCI rate proposals are the result of much lower investment per loop

• Q,

and much lower aggregate cost factors than those proposed by ACS.

How would you explain the difference in investment per loop?

•

A. The differences appear to be the cost of installation, placement. splicing

and engineering allowances more than the cost of the actual material.

The opposition testimony of Tony Dassow and Steve Cinelli explain in

detail why GO's assumptions arc incorrect for Anchorage on the former

costs. GCl does not indude all of the activities required to provision

24

25 ~".,,~"~, ..__,.~,"~~,_~_~_"W'~_

o ACS' proposal of$25.88 is based on the extrapolated model result of$23.86 adjusted for the demand
26 \0'5 expected due to Gel's deployment of cable telepbony. The aggregate cost factor of 31 % shown

in Table 2 was calculated using the $23.86 result ( 31% '" ($23.86 X 12)/$918.

Prdiled OppositIon Testimony of David C Blessing
OIl Behalf of ACS Of Anchorage. IIlC. - U-96-89
Page 10
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Q.

A.

loop plant and uses extremely unrealistic assumptions conceming

splicing and engineering rates.
7

Are al/ of the material cost inputs proposed by Gel based on recent

Anchorage experience?

No. Footnotes suggest, the inputs proposed by GCI generally are not

related to anything that was purchased on installed for use in Anchorage.

As seen in Mercer Exhibit RAM-5. many of GCI's material cost and

installation inputs are from sources such as "various subject matter

experts at AT&T and Worldeom", "HAl experts," etc. These sources do

not provide useful information for determining forward-looking loop

costs in Anchorage. The FCC's Verizon-Virginia decision provides us

with useful guidance here. At paragraph 189 the Commission writes:

When the Commission adopted nationwide inputs in the universal
serv ice proceeding, it expressly cautioned that the use of state
specific data may be more appropriate for use in determining
UNE rates. The purpose of this proceeding is to set UNE prices
based on the forward-looking cost of providing those UNEs, thus
Virginia~spccific data are betler suited to this purpose.

s

1 For example, in Dr, Mercer's exhibit RAM-5 the source for the installed cost of a fiber sign,l
25

regeneralor input is as follows: "This approximation was obtained Ii'om a representative of a major
26 fiber optic multiplexer manufacturer at Supcrcom '96 in June 1966 in Dallas Texas. ..

• ' V"rizon- Virginia Order at paragraph 189,

Prel,led Opposition Testimony of David C.Blessing
On Behalf of ACS Of Anchorage, tnc"-lJ-96~89
Page II
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The FCC's own interpretation of the UNE pricing rules calls for the use

of local inputs, not the use of inputs derived from other areas or averages

from other areas. Many of GCI's cost inputs do not meet the FCC's

standard.

GCl's Plant Maintenance Cost Factors Are Not Based on Anchorage-Specific
Data and are Unreasonably Low

Prefiled Opposition Testimony of David C. Blessing
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Q. Are GCl's expense Inputs based on Alaska and/or Anchorage-
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A.

Q.

A.

specific data?

No. In its $4.84 and $7.08 loop cost estimates. GCl used cost factors for

maintenance, general support and common support based on Gel

witnesses Brand and Mcnko's "best in class" analysis. Brand and

Menko's approach seeks to establish cost factors for ACS using data and

relationships from carriers in the lower 48 states.

Is this approach appropriate?

No. The ex.pense factors to be used to develop Anchorage forward-

looking costs should be based on Anchorage data. The FCC in its

Verizon-Virginia order was very specific on this point:
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"We agree with Venzon that the ratios based on Venzon-speeifle
data are the most appropriate starting point for developing ACFs
[annual charge factors] in this proceeding. The purpose of this
proceeding is to set UNE prices based on the forward-looking
cost to Verizon of providing those UN Es. Although it is
appropriate in the universal service context to use nationwide
figures, it is preferable to use Verizon-specific inputs when
calculating UNE rates for Verizon because it is reasonable to
expect that the relationship between investment and expenses may
be different for Verizon than it is for other incumbent LECs.',9

•

9 14. Q.
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A.
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23

Please explain the process used to determine the planl maintenance

cost factors adopted by the FCC in the Verizon-Virginia case.

The process adopted by the FCC in the Verizon-Virginia proceeding

starts with the Part 32 account balances for the investment and the

corresponding expense aeeount. For example, to develop the plant

maintenance factor for underground cable the process begins with the

investment balance in Account Number 2422 and the corresponding

expense balance in Account Number 6422. The process adopted by the

FCC then adjusts the investment balance to reflect current cost of the

investment using a current-to-book ratio. The investment balance

adjusted to current cost is then used as the denominator in the ratio of

expense to investment. The FCC's plant maintenance factor is give,n as:

•
25

26

') Verizon·Virllinia Order at paragraph 136.

Premed Opposition Testimony of David C.13lessing
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In the Verizon-Virginia proceeding the FCC did not even consider the

relationships or balances ofany other LEe.

Q. Why did Brand and Menko propose the use of benchmarking?

A. According to Dr. Mercer, GCI is proposing the benchmarking approach

because "setting ACS·ANC's forward-looking costs based on a

reasonable sampl jng (top 20%) of the most efficient carriers at present at

least moves in the direction of efficiency envisioned by TELRIC:"I

Acording to the FCC, this is not what TELRIC envisioned. I!

24

Q.

A.

Do differences in tbe ratio of upenses to investment indicate

differences in the level of efficiency?

No. There are many reasons why differences in expense to investment

ratios exist between companies. These might include differences in the

vintage of plant. different reserve ratios and/or different labor costs.

Another reason was discussed in my direct testimony; companies may be

in different cash positions and have different levels of financial

•
25

'v Please see Verizon- Virginia Order Append;' B.
26 "Mercer reply testimony at p.ge 22-23.

12 Yer;7.on.-V;rgini. Order at p.ragraph 136.

l'rdiled Opposition Testimony ofDavid C Blessing
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• resources. The FCC in the IO·h Report and Ordcr in the universal service

A. Yes.

necessarily indicative ofdifferences in efficiency. I>

The 7.2 model cOntains maintenance expense factors calculated as the

This comparison is presented on Table 3 below.

Verlzon-Virginia?

Please compare tbe plant maintenance factors proposed by ACS lind

Is the ACS·ANC approach consistent with tbat used by tbe FCC in

ratio ofactual expenses to investment brought to currcnt value.

Gel to those adopted by the FCC In Verlzon-Vlrglnla.

proceeding explicitly states that differences in expense are not

A. ACS followed the approach used by the FCC in its Synthesis ModeJ.

A.

Q. Please describe bow ACS calculated its plant maintenance factors.

Q.

Q.
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•
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20 "Federal Stale Joinl Board Oil UIl;wrsal Service, IOili Report and Order. CC Docket 96-45, FCC 99
304. (Released November 2. 1999, at para. 348 (lJSF 10'" Report & Order).

Preflled Opposition Teslimony of David C. Blessing
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• 1 Table 3: Comparison of Plant Maintenance Factors l4

2
GCI ACS FCC-W'5

Aerial Cable 1.39% 1.24% 6.57%
3 Underground Cable 0.17% 0.24% 1.83%

4
Buried Cable 1.43% 2.52% 5.05%
Digital Switching 0.87% 1.49% 3.23%

~ Circuit Equipment 058% 2.69% 1.34%
: ': Conduit 0.01% 0.02% 0.38%
fj

I

Prcfiled Opp<>sition Testimony <>f David C. Blessing
On Behalf of ACS OfAnchorage. Inc. -lJ·96-89
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" A comparison of the plant maintenance '.ctor fot pllles is not included in the Ulble because ACS
24 remS many of its poles. The tenl payments ate mcluded in the plant maitlfenallce account with 110

corresponding investment. This tends 10 greatly owrestimale the plant mainknance tuctOt. Since
25 poles are nOI used in Ihe ACS7.2 model I have not made any altempls 10 adjust the ralio.

26 "The cable factors from the Yerizon·Yirginia are weighted average of the currenl fiber and melallic
investment halance.
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The plant maintenance factors proposed by ACS are, in all but the case

of Circuit Equipment, significantly less than those ordered by the FCC in

Verizon-Virginia. This fact alone calls into question BrandlMenko's

conclusions. If, as Brand/Menko conclude, ACS is inefficient, it means

that Verizon-Virginia, part of the largest LEC in the country, is

substantially morc inefficient. Second, assuming that Verizon-Virginia

is less efficient than Brand/Menko's "best in class:' the FCC still

adopted the Verizon-speeific data. As is made clear in the Verizon-

Virginia Order, we are attempting to develop UNE rates for a specific

company. Therefore, the data from that company should be used to

develop cost factors.
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24 " Mercer 11118/02 Affida\,;1 ~I page 13. While Dr. Mercer spe.ks of common cost per loop of 55.11.
what actu.lIy found ils way into the $14.92 model result WaS a common cost per loop of $4.10. This

25 figurc is still abo\'e the $3.02 that ACS is propo,ing here and many times greater than the Gel
proposal on0.46 and $0.66.

26
"Merccr 11119/02 I\f{idavil at page 20.

amount proposed by ACS.

proceeding?

$3.02

ACS-7.2

$0.66

GCI - $7.08

$0.46

GCI· $4.84

Mercer mentions that GCI had estimated the common cost per loop as

cost per loop of $3.20 is "somewhat morc reasonahle.,,17 In a later

$5.1 1. 16 Later in that same affidavit, Dr. Mercer states that a common

Q. Please describe the parties' proposals for common cost.

A. No. In an affidavit signed by Dr. Mercer on November 18, 2002, Dr.

A. Table 4 below shows the per loop common cost proposed by each pany.

GCl's Proposals for Common Cost per Loop Are Unreasonably Low and Not
Consistent With GCl's Earlier Petitions

Q. Is GCl's proposal consistent with its positions earlier In this

Gel is proposing a common cost per loop that is less than 25% of the

Common Cost: per Loop

Table 4

2

3

4 20.

G
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" Mercer 01/24/03 Aftldavit at page 10.

•

•

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 22.

18

19

20

21

22

23

24

2$

Q.

A.

aftldavit, Dr. Mercer proposes a per loop common support of $3.30. 18

ACS, on the other hand, is proposing a common cost per loop amount of

$3.02, less than the $3.20 figure Dr. Mercer found was "somewhat

reasonable:' Over the course of this proceeding, ACS has been

continuously researching and updating its positions as they relate to

input values. As a result, ACS has reduced its proposals for items such

as common costs. Originally ACS was proposing $4.59 per loop in

common support expense. In its current proposals, ACS is proposing

$3.02. One would have thought that since ACS' current proposal is less

than what GCl proposed in November, an input value fOT common cost

pcr loop could be stipulated.

How do GCl's proposed common costs pcr loop of $0.46 and $0.66

compare with the FCC's estimates'?

The FCC has two estimates with which a comparison may be made. In §

32.621.4.ii(c} of the FCC's rules they Slatc that per loop corporate

operations expense to be assigned to the calculation of unrepeated loop

costs for rural companies is capped at $8.74. Starting in January of2002

this amount is adjusted fOT inflation. For non·rural LEes, such as ACS-

Premed Opposition Testimony of David C. Blessing
On Behalf of ACS Of Anchorage. Inc. -lJ·96·89
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ANC, the FCC estimated the per loop common cost amount for

supported services of $7.32.19 This figure includes common support for
3

gCl's P.!:CJltWals for General §'!!p1!Ort Cost per_Loop Are Unreasonabl1' Low and
12

Not Consistent With GO's Earlier Petitions

•

4

5

7

e

9

10

11

13

23. Q.
14

15

non-loop functions supported by the Federal universal service program.

In order for GCl's highest common cost per loop of $0.66 to be

consistent with the FCC's determination, over 90% of the common cost

would have to be allocated to non-loop related functions. This is

unreasonable.

Please discuss tbe per loop general support proposals offered by

ACS and GeJ.

16

17

16

19

21

23

24

A. Table 5 compares the per loop general support proposals of the parties.

•
26

14 Please see USF \0" Report & Order. Appendix D,

Prefiled Opposition Testimony of David C. Blessing
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2
Table 5: Comparison of Per Loop General Support Proposals

3 GCI. $4.84 GCI - $7.08 ACS -7.2 FCC_VV20

4

5

1

Pcr Loop General
Support
% ofTotal Loop Rate

$0.46

10.50%

$0.67

10.45%

$7.62

29.44%

$2.46

16.93%

Prefried Opposition Testimony ofDavid C. Blessing
On Behalf of ACS Of Anehorage. Inc. _. U.96-89
Page 20

25 ,,' The general support cost per loop figure attributed to the FCC's Verizon-Virginia decision i,
calculated based on the total level of general support expenses ($110 million) found in Footnote 401 of

26 the order divided by the reported number of lines (3,724,335) found in Appendix F of the order. This
result is then divided by 12 to arrive at the monthly general support per toop amount of $2.46.
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GCl has proposed low per loop general support expenses as compared

with the ACS proposal and compared with the Iesult from the FCC's

Verizon-Virginia proceeding. ACS' proposal is substantially above that

of the FCC. The majority of the difference is related to the General

Purpose Computers ae-count. Expenses associated with General Purpose

Computers account for $4.08 of the $7.62 total proposed by ACS. This

result is not unexpected because Verizon is about 200 times the size of

ACS. With that many more loops across which to spread these support

expenses, one would expect that the per loop cost associated with

General Purpose Computers would be much greater for ACS than for

Vcrizon. You certainly would not cxpect it to be less than Verizon's, as

is the case with GC'I's proposal.
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15

Q. How do GCI's prop05aJ5 in thi5 filing differ from earlier propo5al5?

A. The per loop general support amount in GCl's $14.92 model run is

$1.49.11 This is two to three times higher than their current $0.46 and

$0.67 proposals.

PO's Proposed Cost of Capital Is Not Consistent With tbe FCC's Statements
!!nd_Actions

Q. Please describe tbe cost of capital proposals presented by Gel and

ACS.

A. Table 6 presents a comparison of the ACS and Gel cost of capital

proposals and compares to that adopted by the fCC in the recent

Verizon-Virginia order.
16

?4 -~~~--._~~--
" The $14,92 interim ONE loop rate now in effect was based on • GCI run of the FCC.8M model

25 adopted tor FairbankJ;·Juneau.

26 "The cable lucto,s from the Verizon·Virgini. are weighted awrage of tbe current fiber and metallie
investment balance .

21

23

FCC-Vy12
20.00%
7.86%
14.22%
12.95%

ACS
45.00%

8.6%
15.25%
12.26%

17 Table 6: Comparison ofCost of Capital Proposals
GCI

50.21%
5.84%
10.22%
8.02%

22

18 Debt Ratio
19 Cost of Debt

Cost of Equiry
20 WACC

• Pretlled Opposition Testimony of David C Blessing
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1 26. Q.

2

3

Does tbe GCI cost of capital proposals meet the standards set by

FCC?

,.. The legal citations are provided in my direct testimony nnd hhibit DtB-2.

P"el,led Oppositioll Testimony or David C. Blessillg
011 Behalf of ACS Of Anchorage. Illc. ~ U-96.89
Page 12
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A. No. The GCI proposed Weighted Average Cost of Capital (WACC) of

8.02% does not meet the standards set by the FCC in the First Report

and Order, the Triennial Review Order or the Venzon-Virginia order.

Nor does it satisfy the long.standing cost of capital legal requirement tor

regulated utilities set by the Supreme Court early in the last century.n

This standard requires that cost of capital be set so the utility is given a

reasonable opportunity to meet its interest obligations and return enough

to shareholders to prevent them from removing their capital. In practice

it must provide a reasonable opportunity to meet capital obligations.

Therefore, the WACC at least must be greater than the utility's cost of

debt. This is because equity is considered to be more risky than debt and

therefore shareholders will demllnd a return in excess of the cost of debt.

If the WACC is set less than the east of debt, in order to meet its interest

obligations the utility must take return dollars away from shareholders.

If shareholders expect this result they will take their capital elsewhere.

As shown in Exhibit 2 of my direct testimony, the average east of debt

for ACS is in excess of 10%. GCl's proposed WACC of 8.02% would



• •
• not provide ACS with a reasonable opportunity to meet its c.apital

obligations. Earning 8.02% on its investment would not even allow ACS

to earn enough to cover its interest obligations (of 10.33%).

Q. Does GCl's cost of capital proposal meet the standards set by the

FCC In Its recent orders?

A. No. GeI's proposed WACC does not meet the standards set in the

FCC's Triennial Review Order, the NPRM on TELRlC pricing, or its

•
recent decision in the Verizol1-Virginia case,l4 Both panics argue that

their positions are consistent with the FCC's rules. On the issue of cost

of capital both Ms. Murray and I cite the FCC's First Report and Order,

its recent NPRM and its Triennial Review Order as support for our

23 "Ger. proposal, as described by Terry Marray. uses standard methodologies to develop her
estimates of wAce. While her methodologies are standard. her starting point and some of her

24 assamptions concerning the appropriate conceptual approach that should used in developing cOst of
capital inpats for TELRIC cost studies are not. In this testimony. 1 will concentrate on these

25 conceptual issues. That does not mean I necessarily agree with how she. for example. developed the
inputs used in her DCF and CA1'M analyses.

26
" Murray Dircct Testimony at page 12.

testimony that the fCC has not provided any quantitative guidance

However. Ms. Murray states in her direct

Ms. Murray is wrong. The FCC has provided quantitative guidance (as

respective posi!h)ns,

concerning the appropriate cost of capital for UNE rate developmenl.z~
19

21

20

• Prefiled Opposillon Testimony oflJavid C. Blessing
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well as conceptual guidance). This guidance is found in the FCC's

Verizon-Virginia decision. In the testimony that follows J will compare
3

•

4

7

9 28, Q,

10

11

A.

13

14

\5

16

17

\8

19

20

21

22

Z3

24

thc GCI and ACS proposals to the approach adopted by the FCC in

Verizon-Virginia. This comparison will show that the ACS proposal is

consistent with the FCC's approach, and GCl's is not.

What guidance bas the FCC provided concerning tbe appropriate

cost ofcapital for the development of UNE rates?

In the First Report and Order the FCC stated that the currently

authorized rate of rerum at the federal or state level is a reasonable

starting point for the appropriate cost of capital in the development of

LINE rates. <6 The then current federal authorized rate of rcrum was

11.25% whilc the state authorized level was 11.16%. The Commission

went on to say that the incumbent LEC bears "the burden of

demonstrating with specificity that the business risks they face providing

unbundled network elements and interconnection services would justifY

a different risk-adjusted cost ofcapital.. . .',<1

•
25 ,. lmplemenwlion of the Local Compl/titiotl Provisions in the TdeCOlllll1lmications Art 0/1996, CC

Docket 96·98, First Report and Order. 11 FCC Rcd 15499. at para. 702, (.First Report & Order).
26

" First Report & Older al paragraph 702.

Premed Opposition Testimony "f David C. Blessing
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A. TELRIC-based UNE rates are intended to be forward-looking and eost

A. In the First Report and Order the FCC stated the then-currently

Q. Why Is appropriate to use the currently authorized cost of capital as

already forward·looking. They meet the TELRIC eriteria.

losing customers to other facilities-based carriers:,18

competition, and therefore the cost of capital should reflect the risk of

starting point. What factors does the FCC say should be considered

the Commission expanded on this nolion by stating that "TELRIC

risks faced by the carrier offering UNEs. In the Triennial Review Order

the starting point?

uuthorized rate of retum may be adjusted to reflect different business

authorized state and federal cost of capital established by the FCC are

of capital is always forward-looking. The appropriate cost of c~pjtal is

intended to reflect investors' expectations of future risk. The currently

when moving from this starting point in a TELRlC stndy?

pricing is intended to replicate the rates in a market with facilities-based

The FCC states that the currently authorized rate of return is tbeQ.

24

1 29.
2

3

•
5

6

7

8

9

10

11

30.
12

13

1.

15

16

17

18

19

20

21

22

23

•

•
25

26
"" Triennial Review Order a\ paragraph 680.
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23 "Jefferies and Company, which recently initiated coverage of GO. had this to say aboul Gel's
24 pwspecls in tht· local 1<'lephony market and those of ACS: "Alaska is a favorable market for GCI,

with good growth demographics, a favorable SI31e regulator, and only a modest degree of compelition
25 in each of the company's major segments." Jefteries also noted that "Alaska has given GCI • sou.rce

of refuge from the healed telecom er"'ironment; the company faces few competitors. each with lesf
26 revenue and markt c10ulthan GCr. in our opinion." Sec Jefferies and Company; l!1ltJating Coverage

. September 19,2003. Altaehed as Exhibit DCB.6.

return.

Q. Wbllt conclusions CliO be reacbed from the FCC's statements?

near the competitive risk faced by ACS-ANC - a company that has

Yes. As shown in Table 6 above, the FCC adopted a cost of capital of

12.95% for VeriZOIl-Virgillia - 170 basis points (1.7%) above the federal

rate of 11.25%. This was for a company that docs not face anywhere

conclusions?

already lost 50% of the market.1? In that decision the FCC stated that

A.

Q. Does tbe FCC's decision in the Verizon-Virginia case support these

A. The cost of capital appropriate for lINE rate development should be

equal to the eurrently authorized state or federal cost of capital adjusted

should lead to a cost of capital above the currently authorized rate of

for increased business risk due to competition. This risk adjustment

1 31.
2

3

4

,
'u

7

8

9

10
32.

11

12

13

14

1S

16

17

18

21

20

•

•
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• "the cost of capital used in this proceeding must reflect the risks of a

)0 Venzon-Virginia Order at paragraph 63.

A. No. The FCC in Verizon-Virginia increased the TELlliC cost of capital

Q. In ligbt uf the FCC's eonelusiuns, is GO's prupused WACC uf

competition, but also from having already lost 50% of the market to

market in which Veri:wn faces facilities-based competitjon:,JO

170 basis points above the authorized return to reflect the increase in

business risk associated with having to face facilities-based competition.

How docs ACS' proposed WACC stack up against the FCC's

8.02%, almost 500 basis points below that granted to Vc·rizon by the

For ACS, the increase in business risk comes not only from facing

FCC in Virginia, is unreasonable.

conclusions?

WACC should be as least as great for ACS-ANC. GCl's proposal of

compounded due to leverage in the capital structure. If 12.95% is an

appropriate level of the TELRlC WACC for Verizon-Virginill. then the

8.02% reasunable?

competition. Add to this the fact that the financial risks of ACS arc

Q.

26

2

3

4

s 33.

6

7

B

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23
34.

24

25

•
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A, ACS' proposal of 12.26% is certainly much more consistent with the

Verizon-Virginia decision, and perhaps a little low. ACS' proposal is
3

•

4

~, : I

6

7

e

9

10

11

'"
13

14 35. Q.
15

'6

17

based on the cost of capital recently stipulated between the RCA staff

and ACS, adjusted for increased business risk. This risk adjustment

increased the cost of equity from 13.25% to 15.25%. The result of this

adjustment was to increase the WACe from the 11.16% stipulated value

to 12.26%. Given the relative business and financial risks faced by ACS

in Anchorage and Veriwn in Virginia, it appears that the proposed

12.26% is low by the standards employed by the FCC.

Please summarize the FCC's conclusions In the Verizon-Vlrglnia

case concerning the cost of debt and compare it with the proposals of

ACS and GCl.

'I Venzon-Yirginia Order at paragraph JOI.

Prdiled Opposition Testimony of David C. Blessing
On Behalf of ACS Of Anchorage, Inc, - 1J·96-89
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A. AT&TIWorldCom, the CLEC in the Verilon-Yirginia case, proposed a

cost of debt of 7.86% coupled with a debt ratio of 34.5%.31 Ms. Murray,

on the other hand, proposed for ACS,ANC a cost ofdebt of 5.84% along

with a debt ratio of 50.21 %. Generally, lenders consider a higher degree

of leverage (higher debt ratio) to be indicative of greater risk This

causes lenders to demand a larger interest nlte, Either ATT/WorldCom
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"Verizon.Virginia Order at paragraphs 99.
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Q.

A.

and the FCC believe that Verizon is a greater credit risk than ACS, or

Ms. Murray's cost of debt estimate is understated. ACS' proposed Cost

of debt of 8.6% was based on the level stipulated between the RCA Staff

and the company in 2002. lfwe followed the Verizon-Virginia example

and used the actual yield to maturity of ACS' debt in the calculation of

the stipulatcd WACe. the resulting cost of debt would increase to

10.33% and the WACC would rise to 13.04%.

Please summarize the FCC's conclusions in the Verizoo-Yirginla

case concernlog the cost of equity and compare it with the proposals

of ACS and GCI.

Ms. Murray developed her estimate for the cost of equity using the same

efficient carrier standlll:d she used for the cost of debt. Her estimated

cost of equity was 10.22%, with an assumed debt ratio of 50.21 %. The

FCC adopted a cost of equity of 14.37% with a debt ratio of 20% in

Yerizon-Yirginia.3l Using these values, if we assume that ACS·ANC

and Yerizon-Yirginia face the same business risk, financial theory would

dictate that because the assumed debt ratio for ACS is greater than that

of Verizon, ACS should have a greater return on equity. All else being

Pre/lkd Opposition Testimony of David C Blessing
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Q.

A.

equal, the greater the debt ratio the greater the eost of equity. GCl's

proposaillies in the face of this financial maxim. ACS' proposal, on the

other hand, couples a 15.25% eost of equity with a 45% assumed debt

ratio. The ACS proposal and FCC's decision in Verizon-Virginia are

consistcllt. No one could reasonably equate the level of risk faced by

Veriwn in Virginia to be the same as that faced by ACS in Anchorage.

They have different levels of financial resources lind different degrees of

competitive penetration. The fllct that Ms. Murray's estimated cost of

equity is 415 basis point less than that adopted by FCC for Verizon-

Virginia is not reasonable.

Gel's Prllilysal om 33% 'Y.~.9lesaleDiscou~!.ls Inconsistent
With Contract Law.

Is Gel's proposed wholesale discount of 33% consistent witb the 8th

Circuit Courts decision?

No. This is clear from Veri:r..on's and AT&T's arguments in the Verizon-

Virginia case, AT&T argued that the FCC should not establish a new

wholesale discount until it had conducted a full rulemaking. Verizon

countered that the Commission should nol retain the then-existing rates,

One of the reasons AT&T gavc was that lowering the discount would
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24

25 "V<rizonNirginia Order at paragraph 666.

"Verizon·Yirginia Order at paragraph 678.
28

Jl First R<port and Order at paragraph 910.
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Q.

A.

further hann an already anemic level of resale competition,» Both

Vcrizon lind AT&T expected the discount to fall when applying the new

standard, OCI's proposed discount of 33% is above the upper level of

the proxy range for wholesale discounts set by the FCC in the First

Report and Order, Not only is the discount proposed by OCr not in line

with the 8th Circuit requirements. it also exceeds the level expected by

the fCC under the earlier standard,

Did the FCC's decision in the Verizon-Virginia case bear this

expectation out?

Yes. The FCC's order reduced the discount at 14.68% without the resale

of operator services and 13.06% with the resale of operator services.'"

That the "avoided" standard will lead to a lower discount is borne out by

the fact that the adopted discounts are below the lower bound of the

proxy discount range established by the FCC in its First Report and

prdiled Opposition Testimony "fDavid C. Blessing
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A. No. While anyone else would expect the impact of the court's decision

Q. Does Dr. Cabe follow tbe FCC's interpretation of the 8'h Circuit

•

\ 39.
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Q.

A.

Court's decision?

would be to lower the discount rate, Dr. (abe's analysis has it increasing

by over 25%. His analysis appears to be a study based on the old

standard. In fact he almost admits his study is nothing but an avoidable

cost analysis as opposed to an actually avoided cost study. He states that

the "assumption that expenses that are avoidable will indeed be avoided

is implicit in our very definition of the word cost."J~ The statement that

any cost that is avoidable will indeed be avoided implies that there is no

difference in the "avoidable" and "actually avoided" standards. The 8th

Circuit held otherwise.

III his direct testimony, Dr. Cabe says tbat retailing ('usts

"automatkally cease when a retail customer terminates service.,,3'

Do you agree?

No. If this were the case then estimating avoided costs would be simple

- just add up all retailing costs and divide by the number of lines. Then

•
2S

10 Cabe Dir~C! Testimony at pag~ 23.
26

JI Cabe Direet Teslimony at page 24.
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every time a line leaves, the avoided cost would be equal to that result.

That was the basic principal behind the "avoidable" standard. However,

under the "avoided" standard, we now are required to estimate the

amount of cost that actually will be avoided. In the Verizon-Virginia

case, the FCC agreed with Verizon that advertising expenses would

actually increase as the company lost retail customers.3S The 81h Circuit

decided how avoided costs should be determined. This rule of law must

be followed.

Does this conclude your testimony?

Yes.

Ie

17

18

19

20

21

24

26
" Veriz<ln· Virginia at p",agmph 684.
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•
STATE OF ALASKA

•
THE REGULATORY COMMISSION OF ALASKA

Before Commissioners: Mark K. Johnson, Chair
Kate Giard
Dave Harbour
James S. Strandberg
G. Nanette Thompson

In the Matter ofthe Petition by GCI )
COMMUNICATIONS CORP. d/b/a GENERAL )
COMMUNICATION, INC., and d/b/a GCI for )
Arbitration under Section 252 of the )
Telecommunications Act of 1996 with the )
MUNICIPALITY OF ANCHORAGE d/b/a )
ANCHORAGE TELEPHONE UTILITY aIkIa ATU )
TELECOMMUNICATIONS tor the Purpose of )
Instituting Local Exchange Competition )
~~~.~~~~~~~~~~-)

1. Q.

PREFILED REPLY TESTIMONY OF DAVID Co BLESSINQ
ON BEHALF OF ACS 01<' ANCHORAGE

Did you submit direct and opposition testimony in this Docket?

A. I submitted prcfiled direct testimony on August 29, 2003, and prefiled

opposition testimony on September 29, 2003.

2. Q. What is the purpose of this testimony?

Prefiled Reply 'restimony of David C. Blessing
On Behalf of ACS Of Anchorage, Inc U·96·89
Page 1
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A. The purpose of this testimony is to address issues raised by GCI

witnesses Mercer, Murray, Tindall and Cabe in their September 29,

2003 filings. Specifically, I will show that, while Dr. Mercer engages in

an excruciating exercise to detail "adjustments" to the ACS UNE loop

price, his cumulative calculation continues to produce a rate that is

inconsistent with the principles set forth in the Triennial Review Order

and is unrcalistically low.

I will also discuss why Ms. Murray's assertion that ACS'

proposed cost of capital is unjustifiably high is flawed. Although Ms.

Murray claims that ACS' proposed cost of capital of 12.26% is too high,

her opposition testim(my does not focus on the actual proposed overall

weighted average cost of capital ("WACC") but rather on the individual

components. In her rebuttal testimony Ms. Murray chooses to ignore

that it is her WACC that is clearly the outlier, deviating significantly

from the WACC recently adopted by the FCC in its Virginia Arbitration

Order.

Furthermore, I will respond to Dr. Cabe's tortured analysis of

ACS' wholesale cost discount, as well as to his misleading interpretation

of UNE rate comparisons across the nation.

Premed Reply Testimony of David C. Blessing
On Behalf of ACS Of Anchorage, tne. -- U·96"89
Page 2
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Finally, I will focus on Ms. Tindall's broad policy interpretations

that fail to recognize that GCI, at 50% market penetration, is not the

t1edgling competitor for whom the UNE rules were written. GCl

certainly does not requirc inappropriately low UNE prices to make its

way in the Anchorage communications market.
,j .:

Response to Mercer Testimony

3. Q. Why do Dr. Mercer's adjustments to the ACS UNE loop rate

continue to produce such It low price?

A. Dr. Mercer relies on analyses produced by a number of other GCI

witnesses, all attempting to produce inputs to the model that when

totaled will produce an unreasonably low UNE loop rate ranging from

$4.84 to $7.02. As pointed out in my opposition testimony,

unreasonable results are the likely product of unreasonable inputs and

methodologies. I Dr. Mercer manages to total up $21.04 in adjustments

in order to achieve a $4.84 UNE loop price for ACS. This is clearly a

case of an attempt to make the end justify the means. The $4.84 price is

a product of the application of an unrealistically low (and likely illegal)

cost of capital, comparisons of expense that are not representative of

1 Blessing Opposition TestimonYl at 2,

Premed R<:ply 'l'estimony of Dlwid C. Blessing
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• •
conditions in Anchorage, general assertions of ACS' lack of efficiency,

and a continuing disregard for the vigorous level of competition already

achieved in the Anchorage market. Based on an allegedly logical string

of changes, Dr. Mercer produces a UNE rate that is lower than virtually

any rate in the United States, regardless of the size of the company and
, 'i

the market.

4. Q. Is Dr. Mercer's Ilsscrtion that ACS is an inefficient provider well

founded?

A. No. Not only is ACS an eflkient provider by Alaska standards, it is an

efficient provider compared to other carriers. In constI1lcting a UNE

rate, Dr. Mercer should not ignore inputs that are appropriate to ACS'

calculation of a TELRIC price merely because a spurious comparison or

default produces a result that is more pleasing to GCl. As demonstrated

by my earlier testimony and that of Bill Wilks, it is clear from GCl's

own experience in the Aurora and Dallas subdivisions that ACS is

operating at a similar level of efficiency to GCl. There is no reason to

doubt that these two companies are operating efficiently given the

market and their size.

Preliled Reply Testimony o[David C. Blessing
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5. Q. Do you agree with Dr. Mercer's claim that is it inappropriate to

make comparisons to Gel's costs of provisioning distribution

facilities and concentrator equipment in Aurora and Dallas?

A. No. The comparisons are entirely appropriate as they show exactly what

it costs to provision loop plant in Anchorage. In his opposition

testimony, Dr. Mercer summarizes the conclusions of another GCI

witness, Blaine Brown.2 Both of these GCI witnesses claim that you

should not use the recent experience of GCI as a guide to the forward-

looking cost of provisioning loops in Anchorage. They could not be

more wrong.

The recent experience of GCI (or ACS for that matter) is exactly

the real world verification that TELRIC models are generally lacking.

The validity of the comparison is further strengthened by the fact that

both ACS and GCI use the same contractors to provision loop plant and

that both are of similar size and likely enjoy similar degrees of buying

power from telecommunications equipment vendors. Thus, you would

not expect the costs to ACS and GCI to be dramatically different.

Dr. Mercer and Mr. Brown do have one valid point, though they

reach the wrong conclusion based on it. I agree that care must be taken

2 See Brown Rebuttal Testimony, at 16.
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when comparing the actual costs of provisioning loop plant for two

subdivisions to the entire Anchorage market. However, this caution is

not because of Dr. Mercer's baseless elaim that the economies of scale

enjoyed by ACS to hypothctically build the entire Anchorage network

are much greater than those realized by GCI to build plant to two

subdivisions. ACS does not realize these economies because it is not

actually replacing its entire network. While the TELRIC pricing models

purport to rebuild the entire network at today'sfiJrward-looking cost, the

degree of equipment buying power enjoyed by ACS or GCI is based on

the quantities they are actually buying. Gel is most likely buying as

much telecommunication cable and equipment for its cable, long

distance, and local telephone operations as ACS. The hypothetical

network may lead to hypothetical buying power, but it will not translate

into actual price breaks from vendors.

Thus, caution must be taken, not because of economies of scale,

but rather, because the costs of building to two high density housing

areas are likely to be less than those of building to the entire market.

Aurora is made up of fourplex housing units, and Dallas consists of

duplexes. To the extent that the resulting density is greater for these

areas than the average density aeross the entire market, the per loop cost

Premed.Reply Testimony of David C. Blessing
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6. Q.

of building to Dallas and Aurora will be less than the per loop cost to

provision the entire market.

On page 26 of his rebuttal testimony, Dr. Mercer relies on general

support and common support expense relationships developed in the

Brand·Menko direct testimony to reduce the ACS proposed loop

cost by $6.42. Do you agree with this approach?

A. No. The Brand-Menko direct testimony uses a so-called best-of-class

analysis. These types of comparisons can produce misleading results.

The following table compares the UNE rates and the common & general

cost portion of that UNE rate for interconnection cascs that I have been

directly involved in.

Company* Loop nate (incl. NID)

ALLTEL ····Jamestown $19.00

ALLTEL . Ohio $30.00

ALl-TEL '" Nebraska $26.56

PRTC $24.05

ACS m Proposed $25.88

GCl - Proposed I $ 4.84

GC1- Proposed 2 $ 7.08

Common & General PortiQn

$ 8.42

$ 7.82

$11.86

$ 5.11

$10.64

$ 0.92

$ 1.33

*The Al-LTEL companies constitute over 2.5 million lines, PRTC is ovcr 1.4 million
lincs, and ACS is approximately 325,000 lines. (Source: 2001 USTA Phone Facts.)
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7. Q.
!,',

The ACS common and gcneral expcnse per UNE is consistent with other

mid-size LECs, which by their very size would be expected to have

general and support expenses lower than ACS.

On page 52 of his rebuttal testimony Dr. Mercer makes the

statement that "If GCl's proposed rate is 'unreasonably' low, the

ACS proposal is certainly unreasonably high." Please comment.

A. It appears that despite all of the computational gymnastics, Dr. Mercer is

attempting to hedge his bets and put forth a "split the difference"

approach to UNE pricing. This rationale is dcpendcnt on assuming that

the currcnt $14.92 interim rate is the correct starting point. ACS

continues to rely on a TELRIC-based UNE price that is ref1ective of

Anchorage conditions.

Response to Murray Testimony

8. Q. Do you agree with Ms. Murray's claim that ACS' proposed

weighted average cost of capital (WACC) is unjustifiably high?

A. No. In making this claim in her rebuttal testimony, Ms. Murray chooses to

ignore the fact that it is her WACC that is clearly the outlier. Her proposed

WACC of 8.02% deviates significantly from the WACC values stipulated

Prefiled Reply 'festimony of David C, Blessing
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9. Q.

by this Commission in U-01-34(l5), used by GCI to develop the current

$14.92 interim rate, adopted by this Commission in the Fairbanks/Juneau

proceeding, was used by the FCC in its universal service proceeding, was

recently adopted by the FCC in its Virginia Arbitration Order. By contrast,

the WACC and its components proposed by ACS for Anchorage are entirely

consistent with these determinations. Although Ms. Murray claims that

ACS' proposed cost of capital of 12.26% is unjustifiably high, her rebuttal

testimony does not focus on the actual proposed WACC, but rather on the

individual components of an analysis used to verify that proposal.

In what way is Ms. Murray's weighted average cost of capital an

outlier?

A. As demonstrated in Table 1, below, the WACC proposed by ACS is

actually lower than the WACC adopted by the FCC in its recent Virginia

order, and Ms. Murray's own estimate is at least 300 basis points below

the WACC adopted by the RCA and the FCC in earlier proceedings. As

a Hnal indictment, Ms. Murray's proposed WACC fails even to covcr

ACS' cost of debt. J

) See Blessing Opposition Testimony, at 22.

PreGled Reply Testimony of David C. Blessing
On Behalf of ACS Of Anehorage, Inc... U-96-89
Page 9



• •
Table 1: Comparison of Cost of Capital Proposals

Debt Ratio
Cost of Debt
Cost of Equity
WACC

$14.92 FCC U-96-34(15)
_Q~1 .. _A__<;;:§",_.fCC-V"," I!.~PMQ_'.Jfaule .§!!pulation
50.21% 45.00% 20.00% 68.30% 44.20% 45.00%

5.84% 8.60% 7.86% 10.70% 8.80% 8.60%
10.22% 15.25% 14.22% 16.50% 13.19% 13.25%
8.02% 12.26% 12.95% 12.54% 11.25% 11.16%

10. Q. Does Ms. Murray's focus on the individual components of your

testimony, as opposed to the resulting WACC, distort her analysis'!

A. Yes. ACS' proposed WACC is based on the WACC accepted by the

Commission in RCA Order U~0I-34(15) adjusted for a risk premium to

reflect the risks of a competitive market. The addition of a premium to

rei1eet competitive market risk was recommended by the FCC in its

TricnnialRcview Ordcr.4 The components of the WACC calculation

stipulatcd to in U~96-34(l5) are based on a hypothctical capital structure,

just as proposed by Ms. Murray. Beyond that, howevcr, Ms. Murray has

presented no evidcnce that indicates the RCA staff agreed to a capital

structure, cost of equity, and cost of debt that were not consistent with an

"efficient carrier."

She spends considerable energy critiquing my estimation of the

WACC and its components for a stand-alone ACS. As explained in my

-----~-----

4 Triennial Review Order, paragraph 680.
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testimony, that analysis was made only to validate whether the risk-

adjusted stipulated WACC of 12.26% is still applieable to ACS. It is

this methodology that Ms. Murray criticizes for not being applicable for

a hypothetical efficient carricr, not the source of the actual ACS

proposal.

Ms. Murray proceeds to evaluate each of the components (capital

structure, cost of debt, and cost of equity) in terms of whether they arc

appropriate for an efficient carrier; however, she fails to demonstrate that

the resulting WACC or the underlying components proposed by the

Company are not appropriate. In contrast, her own proposed WACC of

8.02% is clearly inappropriate and illegal since it is substantially below

ACS' cost of debt. Many of her criticisms of the individual components,

such as the unusually high beta, are the result of the current level of ACS

debt. I have no doubt that Ms. Murray understands the theoretical

relationships that result in a high cost of equity being consistent with a

high debt ratio. I am equally certain that she understands that when the

WACC is calculated, the high cost of equity is weighted with an

Prdiled Reply Testimony of David C. Blessing
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extremely low equity percentage resulting in a WACC similar to those

allowed by the RCA and the FCC. 5

Table I, above, shows that regardless of the capital structure, the

resulting WACC used by the RCA and FCC fall between 11.16% and

12.95'Yo. ACS has proposed a cost of capital of 12.26% almost at the

midpoint of the range. By contrast, Ms. Murray's 8.02% proposal is over

300 basis points below the low end of the range. After criticizing the

ACS-speeific estimate for illustrating what was intended, a eompany-

specil1c validation of the proposed WACC, she fails to address how it is

possible that a WACC almost 500 basis points below what was recently

adopted by the FCC for Verizon in Virginia is appropriate for ACS in

Anchorage.

11. Q. How has Ms. Murray misint.erpreted the cost of capital that the FCC

intended to be nsed to establish UNE prices?

S Financial theory hold..;;. that as a company becomes more leveraged, the level of risk aS8o(,::iatcd with equity
increases, which is reflected in n higher Gost of "quity. The impact of the higher cost ofequity Oll the WACC is
restricted because the higher cost of equity is weighted by the smaller porti()rt of equity in the capital structure.
At the same time, "high debt mtio IllcanS that the weight applied to the relatively cheaper cost of debt is Illuch
greater. 'fhe result is that ch.anges in the capital stnlcturc will result in offsetting changes in the costs and
weights of equity and debt used in the cilleulation of the WACe. Thus, even with the high deht ratio and the
correspondingly high cost. of equity~ the WAce: remains consistent with those calculated using a more balance
capital stmcturc. 'fhis concept is described in greater detail in my direct testimony.

Premed Reply 'restimooy of David CBlessing
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A. Ms. Murray has stated that "it makes no sense to use an extremely stale

FCC figure as a benchmark for the reasonableness of the cost of

capital.,,6 Clearly the FCC does not agree that the current FCC cost of

capital is extremely stale and that it makes no sense to use 11.25% as a

benchmark. In the recent FCC Triennial Review Order, the FCC

acknowledges that they had indicated that the 11.25% should be the

starting point in calculating the cost of capitaC, The Order then goes on

to state that this cost of capital must be adjusted to reflect the risks of a

compctitive markets.

12. Q. In what other ways does Ms. Murray's distort the record to support

her unjustiliabIy low WACC'!

A. Ms. Murray support.cd her use of lower risk premium by referencing Dr.

Ibbotson's opinion that the "historical equity premium no longer reflects

investors' expectlltions and that the forward-looking risk premium is

around 4%,,,9 This statement was taken out of context. The 4'Yo return

that Dr. Ibbotson was speaking about was a geometric return and not the

arithmetic average that properly serves as the basis of the historical risk

6 MUrrliY Rebuttal Testimony, at 49.
7 Tricrmial Review Order, at paragraph 677.
'l't, at paragraph 680.
9 Murmy Direct Testinwily, at 39.
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13. Q.

prcmium. In Dr. Ibbotson's 2003 Yearbook (rcferenced by Ms. Murray),

Dr. Ibbotson explains why the arithmetic avcrage should be used for the

purposes of calculating the cost of capital and why the geomctric average

should bc used for repeating past performance, the context of the 4%

return. This mattcr is madc clear in an article coauthored by Dr.

Ibbotson. lo In this article, Dr. Ibbotson states that "contrary to scveral

recent studies, our supply sidc model forecast of the equity risk premium

is only slightly lower than thc pure historical return estimate" II Dr.

Ibbotson goes on to clarify that the 4% risk premium cited by Ms.

Murray is the gcometric average and that the corresponding arithmetic

avcrage is about 6%.

Response to Cabe Testimony

In his rebuttal testimony, Dr. Cabe continues to propound a

wholesale discount percelltage in excess of 30% by attacking the

ACS methodology. Are the cakulatiolls put forth by Dr. Cabe

meanillgful?

lO Roger G. Ibbott;oTl and Pt'11g Cheng, "Long~H..un Stock Rctunls: Participating in the Rea.l Econmny,;l .Ei.nm!y.i.i.~l
AnalYH..Jmmm1. vol. 59, no. I, at 88-98 (January/February 20tJ3).
II Id.; Abstraet
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A. To show why ACS' wholesale discount rate should be extremely high,

Dr. Cabe has put forth an almost random collection of thoughts,

including an obscure discussion of the "conundrum of separations" in his

direct testimony. Neither the FCC nor the state commissions have

provided much guidance in the calculation of a wholesale discount rate,

but the results speak for themselves: under a true avoided cost standard,

wholesale discount rates do not fall into the 30% range. ACS is willing

to rely on the wholesale discount methodology that resulted from the

FCC's Virginia arbitration order. This approach would provide a elear

and current road lIIap for the calculation of an avoided cost discount.

14. Q. In both his direct and opposition testimony, Dr. Cabe compares

ACS' proposed UNE rates with those adopted in other states. He

concludes that these comparisons prove that ACS' proposed UNE

loop rate is unreasonably high. Do you agree with his conclusions?

A. No. Dr. Cabe's analysis is overly broad, and to the extent it supports the

conclusion that the ACS proposal is unreasonably high, it also provides

evidence that GCl's proposals arc unreasonably low. Dr. Cabe's main

source of data for his comparison is a study of UNE rates in v,trious states

that is updated periodically by Billy Jack Gregg of the West

PreHled Reply Testimony of David C. Blessing
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Virginia Office of Consumer Advocate. The vast majority of UNE loop

rates contained in the study are those of the Bell Operating Companies

(HOCs). Missing are the rates that are designed to represent the forward-

looking loop costs of markets and companies similar to ACS. For

instance, while the line weighted average loop rate reported by the Gregg

study was $12.53 it should be noted that this average is derived from the

zone weighted average of each HOC study area in each state. Not

surprisingly this average is skewed toward the UNE rate in the higher

density, lower priced zones,

While a simplistic density comparison 1S appealing, a similar

comp(lrison using population density for ACS and other mid-size LEes

yields a different result.

Prefiled Reply Testimony of David C. Blessing
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Company

•
Population nellsityll Loop Rate

ACS·ANC 284* $25.88

ALLTEL - NE (metro Lincoln) 3022 $24.46

PRTC lIl2 $24.05

Citizens NY (metro Rochester) 6132 $ 9.99

CBT--OH 4249 $10.59

*Popu[ation dt-1Jsity for Anchorage reduced by 500,000 acres to exclude Chugach
State Park.

The point of this is that while density is a driver t)f costs, UNE rates ---

particularly average UNE rates ._- can yield a variety of outcomes when

measured against study area densities. UNE rates as published in the

Gregg study arc not pure TELRlC rates; they are driven by factors such

as Section 271 requirements, merger conditions, and a variety of issues

that are not necessarily cost related. Even assuming the UNE prices

were totally cost based, the FCC has recognized in issuing the TELRlC

12 Population density figures derived from u.s. Census Bureau dat.a, Please gee:
hItP;/!J~ctEndeLCCQ~!!&1l,l~lfi'o)!'Ylei!UaR_i,Fi!_"!S crvIctlJJ,l,jMlISts,,'t&Jl)!!!t] "'8.§;«()JJ;(&
g~Q:?:,,:~I~:.1&_-'-!ln:Sn!=-& aCti9II'";)iLSds;;.!!O.\!& child geo jQ"""!lnsldi!lQ~I& lallg~en

Anchorage popl.dation density value found in the Census Bureau dat~l is significantly different. trom the access
lille density of 1,4J9 lines per sqllare mile reported by 1)J\ Cabe in liis Opposition Testimony_ This difference
rdlccls the unique geographic characteristics of Anchorage. Using access line den..~ity the figure reported by Dr,
Cabc is within the range of Rochcster (2,541), Cincinnati (1,586) and Lincoln (776)_
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15. Q.

NPRM that there has been considerable variation in how different states

have interpreted and applied the TELRlC rules.

The real test for establishing a UNE price is what does it cost to

build in Anchorage? AuroralDallas and ACS vendor prices provide us

with the information to determine that cost.

[n her rebuttal testimony, Ms. Tindall contends that"...setting UNE

rates at the correct point continues to be essential to a competitive

market even as competition matures and becomes robustly

cornpctitive.',13 What is the "correct" point for setting UNE rates

when competition becomes robust?

A. The 44% market penetration achk:ved by OCT in the Anchorage

communications market meets and likely exceeds any standard of

competitive robustness. Ms. Tindall seems to believe that the 'I'elecom

Act was intended to be pro-competitor and not pro-competition. The

UNE pricing rules were never intended to be a perpetual support

mechanism to allow vibrant competitors -- an attribute clearly assignable

to GCl --- to avoid making "buy vs. build" decisions. At paragraph 3 of

the Triennial Review Order, the FCC stated "We are aware that

IJ Tindall Rebuttal Tc,timony, at L
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excessIve network unbundling requirements tend to undermine the

incentives of both incumbent LECs and new entrants to invest in new

facilities and deploy new technologies. While below cost UNE prices,

like the interim $14.92 that GCl currently pays for leasing a loop from

ACS, may make some sense when inducing competitors to enter a

market, they are entirely unnecessary when a competitor is as successful

as GCl. In its recently released TELRlC NPRM, the FCC addresses the

issue of setting "correct" UNE prices. They n:state the UNE pricing

objectives:

Because the Commission designed UNE prices to serve two
objectives··· providing appropriate economic signals with
respect to efficient competitive entry and investment while
providing incumbent LECs with the opportunity to recover the
forward-looking costs of providing UNEs - determining whether
UNE prices for a given carrier in a given state have been set at the
"correct" level is an extremely complicated task. 14

Given the level of competition achieved in Anchorage, there should be

little question that a state of competition exceeding "entry-level" has

been achieved.

14 TEl.JUC NPRM, at paragraph 39 (emphasis added).
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16. Q. Ms. Tindall equates "correct" UNE prices as the cornerstone of the

Telecommunications Act of 1996. Is that what the TELRIC pricing

rules were intended to do?

A. While the Telecom Aet obviously sought to foster local competition, the

TELRIC rules are aetually a much narrower eonstruct. As Ms. Tindall

recognizes, TELRIC prices were intended to he set at a level that would

allow a competitive entrant to make a Hltional decision to buy facilities

from the incumbent or build its own facilities. The operative term is

"entrant." As discussed in my direct testimony, GCI has exceeded

entrant status and no longer requires the protections provided by liberal

application of the TELRIC rules, even though ACS continues to be

prepared to provide UNEs at appropriately established TELRIC rates.

Ms. Tindall calls into question ACS' desire to increase UNE prices or

even make them unavailable. 15 The FCC's Triennial Review Order sets

forth standards for determining the level of impairment. Given GCI's

level of entry in the Anchorage market and the investment that they have

made in switching and transport, it is worth questioning whether GCI is

at all impaired in its ability to provide communications service. Ms.

Tindall states that raising UNE rates would compel GCI to speed up its

15 Tindall Opposition 'l\~stimony; at 3.
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17. Q.

investment and deployment of its cable telephony network l6 It is

difficult to conceive of this as being an undesired consequence. The

response of a new entrant to an increase in UNE rates would more likely

be a loss of financial viability and the need to exit a market for economic

reasons. By contrast, GCl would merely need to increase the rate of its

investment in the marketplace.

What arc the impUcations of an increase in UNE prices to the state

oflocal competition in Anchorage'?

A. As Ms. Tindall describes, an increase in UNE rates would cause GCI to

increase the rate of Investment in cable telephony. This would certainly

enhance the competitive benefits to the consumer. While pricing UNEs

at a realistic level may increase GCrs costs, there is no indication that

there are ,my negative impacts for competition in Alaska.

18. Q. Why is GCl's recent desire to purchase UNE·P from ACS

inconsistent?

16 Tindall Opposition Teslimony, at 3.
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A. GCI has invested over $36 million in switching and transport capability

to provide local service. 17 GCI has indicated that it has more than

enough switching capability to provide for the Anchorage markees yet

now has expressed interest in purchasing UNE-P. It again seems that

Gel desires to use below-cost elements leased from ACS in lieu of

utilizing its own facilities. This strategy has the dual impact of

enhancing GCl's I1nancial situation while simultaneously diminishing

ACS'. This is the very impairment issue that the FCC addressed in the

Triennial Review Order.

19. Q. Ms. Tindall posits that GCI is ACS' largest customer.19 How does

buving sucb a "customer" benefit ACS?

A. GCI as a purchaser of only below-cost UNEs does nothing to enhance

ACS' I1nancial viability. Continued sale of "loss leader" products is not

an cconomically sound solution. Noris the an opportunity to "make it

up in volume" of much consolation to ACS. At best UNE pricing was

designed to provide recovery of forward-looking costs, including a

return on investment. That objective is not met at a loop price of $14.92

--- --_.•_---
17 Tindall Opposil:ion Testimony, at 7.
" Ms. Tindall st'tes that "Gel has huilt atl alternative switching atld transport network," [Tindall Oppostiotl
Testimony, .16.] 11111t stalemetlt indicates a very high degwc ofubiqllity.
19 Tilldall Opposition Testimony, at 7.
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20. Q.

and even less so if UNE loops are priced in the $7 range proposed by

GCI. ACS can ill (IfillI'd any more "customers" like GCL

Ms. Tindall contends that ACS is dominant in the UNE market.20 Is

this true?

A. Ms. Tindall misses the point of dominance. As discussed in my direct

testimony, dominance is a function of market power and is associated

with the ability to set prices and conditions under which goods and

services are provided. The ability of a competitor to lease network

elements that are controlled by a regulatory construct is not an example

of dominance; if it were, it is clearly a market that ACS would not

choose to participate in.

Ms. l'indaU states, "In the retail market, ACS has approximately

50% market share, and is arguably no longer dominant."zl In this only

true indicator of market power, ACS agrees wholeheartedly,

21, Q. Would you summarize your reply testimony'!

"Tindall Opposition Testimony, at 9.
21 'rindall Opposition Testimony, lit 9.
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A. GCI continues to provide unrelenting analysis and testimony that seeks

to bring ACS' UNE pricing into question. For all the detail and

comparative analyses, GCl ignores the fact that the results are unrealistic

and that ACS has followed the TELRIC rules. GCI is not a new market

entrant and does not require below cost UNE pricing to remain
',\'(

competitive in the Anchorage market.

22. Q. Docs that conclude yonr reply testimony at this time?

A. Yes, it does.
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